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REVENUE ACT OF 1964
DAVID W. SANDELL*
CHANGES IN TiE TAXATION OF INDIViDUALs 1

The purpose of this article is to introduce some important amend-

ments to the Internal Revenue Code made by the 1964 Revenue Act.2
A number of the changes made by the 1964 amendments are sufficient
to merit lengthy consideration by themselves. In view of the limited
space, it has been necessary to restrict consideration to those new
provisions which are of particular interest.
Deduction of Contested Liability When Paid. The Senate Finance
Committee Report on the 1964 Revenue Act3 posed the following
hypothetical: A taxpayer, charged with liability for $100 made a
payment in this amount in 1965 while contesting liability in a court
action. In 1967 the taxpayer settled the liability for $80. Under the
former law, the taxpayer could deduct $80 in 1967. The committee
criticized this result, concluding that a taxpayer should be allowed to
deduct an amount paid in respect of a liability even though he continues to contest the liability. On the above facts, the result should be
a $100 deduction in 1965 and a $20 income item in 1967. In order
to achieve this, a new provision, section 461 (f), was enacted expressly
providing for the better result.'
The tax-planning potential inherent in this provision will not be
lost to counsel. It will often be possible to time a transfer in respect
of a contested liability to obtain maximum tax benefit from the deduc*Member, Washington State Bar Association. Candidate for the degree of Master
of Laws in Taxation at New York University.
I Section citations refer to sections in the Internal Revenue Code of 1954 currently
in force. Code provisions no longer in force are cited to the last prior codification in
which they appear which in most cases is that version of the Internal Revenue Code
of 21954 enacted on August 16, 1954.
Pub. L. No. 88-272, 78 Stat 19 (1964).
3S. REP. No. 830, 88th Cong., 2d Sess. 100, 101 (1964).
4 United States v. Consolidated Edison, 366 U.S. 380 (1961).
5 Section 461:
(f) Contested Liabilities-If (1) the taxpayer contests an asserted liability, (2) the
taxpayer transfers money or other property to provide for the satisfaction of the
asserted liability, (3) the contest with respect to the asserted liability exists after the
time of the transfer, and (4) but for the fact that the asserted liability is contested, a
deduction would be allowed for the taxable year of the transfer (or for an earlier
taxable year) .... then the deduction shall be allowed for the taxable year of the
transfer. This subsection shall not apply in respect of the deduction for income, war
profits, and excess profits taxes imposed by the authority of any foreign country or
possession of the United States.
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tion. Since the new provision applies to any transfer, it would be
possible to obtain a deduction for tax purposes in any case where a
payment is made into court in regard to a claim made by the other
party.
Even more important is a provision enacted into law as part of the
Revenue Act of 1964 and not enacted as part of the Code.' Section
481 (f) applies to all tax years beginning after January 1, 1939.' An
exception to this rule is contained in the material not codified.
The amendments made by subsection (a) [which added section 461 (f)]
shall not apply to any transfer of money or other property described in
subsection (a) made in a taxable year beginning before January 1, 1964,
if the taxpayer elects, in the manner prescribed by the Secretary of the
Treasury or his delegate, to have this paragraph apply.8
Under the election provided by this provision, with respect to transfers
made in a taxable year beginning before January 1, 1964, a taxpayer
has the option to deduct the transfer in the year in which it is made
under the terms of section 461(f) or he can elect to deduct the payment when the contest is settled as allowed by prior law. Such an
election may be made at any time within one year after the date of
the enactment of the 1964 Revenue Act.' Thus a taxpayer can file an
amended return for a year which is not barred by the statute of
limitations and take a deduction for a payment made in such a year.
The new provisions are critical because of the change in tax rates
made by the 1964 Revenue Act. For example, suppose taxpayer A is
6 Revenue Act of 1964, § 223(c), (d), 78 Stat. 76, 77 (1964).
7
Revenue Act of 1964, § 223(b) (1), (2), 78 Stat. 76 (1964).
8
Revenue Act of 1964, § 223(c) (1), 78 Stat. 76 (1964). This provision continues
as follows:
Such an election (A) must be made within one year after the date of the enactment of this Act [February 26, 1964], (B) may not be revoked after the expiration
of such one year period, and (C) shall apply to all transfers described in the first
sentence of this paragraph other than transfers described in paragraph (2) .... In
the case of any transfer to which this paragraph applies, the deduction shall be
allowed only for the taxable year in which the contest with respect to such
transfer is settled.
(2) Paragraph (1) shall not apply to any transfer if the assessment of any
deficiency which would result from the application of the election in respect of
such transfer is, on the date of the election under paragraph (1), prevented by
the operation of any law or rule of law.
(3) If the taxpayer makes an election under paragraph (1), and if, on the date
of such election, the assessment of any deficiency which results from the application of the election in respect of any transfer is not prevented by the operation
of any law or rule of law, the period within which assessment of such deficiency
may be made shall not expire earlier than 2 years after the date of the enactment
of this act.
9 Revenue Act of 1964, § 223(c) (1) (A), 78 Stat. 76 (1964).
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single and has taxable income of $200,000 in each of the years under
consideration before subtraction of the deduction involved. In 1962
he was involved in an automobile accident while on a business trip and
in 1963 a lower court rendered judgment against him in the amount
of $40,000 which he paid. He appealed the judgment. He filed his
1963 tax return showing tax liability of $156,820. He could not
deduct the $40,000 payment under the Dixie Pines0 rule since the
"contest" continues until the taxpayer's appeal is concluded. In 1965
an appellate court reduces the judgment against A to $20,000. A files
his 1965 tax return deducting the $20,000 to give him taxable income
of $180,000 and pays tax of $111,490. For the two years, 1963 and
1965, he had paid a total tax of $268,310.
If instead, A had filed an amended return for 1963 and taken the
$40,000 deduction available under section 461(f), his taxable income
would have been $160,000 in 1963 and his tax at 1963 rates would
have been $120,820. In 1965 when the contest is settled, his taxable
income is increased to $220,000 on which A pays a tax of $139,490 at
the reduced rates then in effect. Under this method, he has paid total
tax of $260,310-a tax saving of $8,000 ($268,310- $260,310-=
$8,000). In addition, he has reduced tax in 1963 from $156,820 to
$120,820, increasing cash on hand by $36,000. Interest on this amount
at six percent for two years is $4,320. When added to the tax saving,
this results in a total saving of $12,320 ($4,320 + $8,000 = $12,320).
A recent footnote of caution has been added to the above plan. In
Leicz v. United States,"- the court of claims considered a taxpayer
who had attempted to take advantage of the above possibility. The
taxpaper had made payments to the Commissioner in 1952 and 1953
as the result of an audit report by an Internal Revenue agent which
indicated additional tax to be due. At the time the payment was made,
no deficiency notice had been sent. The court held that the taxpayer
was not entitled to a deduction for the years of transfer (1952 and
1953 which were still not closed by the statute of limitations) under
section 461(f). Under section 461(f), there must be an "asserted
liability." In Leich the court reasoned that the audit report did not
constitute an assertion of liability.
Carefully used, the new provisions open up a number of tax planning possibilities which are of particular interest currently when a
10 Dixie Pine Prod. Co. v. Commissioner, 320 U.S. 516 (1944).
"164 T.C. 9546; U.S. Ct.CI., Nos. 357-56, 419-56 (April 12, 1964).
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number of higher rate tax years still have not been closed by the
statute of limitations. The provisions of the 1964 Revenue Act which
were not included in the Internal Revenue Code should be carefully
examined in the event it is decided to implement the above suggestion.
Taxation of "Unstated Interest". The most convenient way to
introduce the concept of "unstated interest" is with an example.
Suppose the seller, S, owns a capital asset with a basis of $50,000
and a fair market value of $100,000. He decides to sell the asset to B.
B cannot afford to pay cash so the parties agree that the asset will
be paid for in five annual installments of $30,000 each or a total
payment of $150,000. Clearly, the extra $50,000 is interest. However, the contract does not provide for interest-it merely provides
for payment of $150,000 for the asset. Since S has a basis of $50,000,
the transaction results in a $100,000 capital gain.
Section 48312 changes this result to some extent. It provides that
the excess of the actual payments under the contract ($150,000 above)
over the discounted value of these payments is the amount of unstated
interest."
The Secretary is also required to set a rate of interest to be used in
determining whether there is any "unstated interest" at all. 4 The
statute requires that the rate provided for this purpose be at least
12

Section 483: (a) "AMouNT CONSTITUTING INTEREST.-For purposes of this title,

in the case of any contract for the sale or exchange of property there shall be treated
as interest that part of a payment to which this section applies which bears the same
ratio to the amount of such payment as the total unstated interest under such contract
bears to the total of the payments to which this section applies which are due under
such contract."
13 Section 483 (b):

INTEREST.-For purposes of this section, the term 'total unstated
interest' means, with respect to a contract for the sale or exchange of property,
an amount equal to the excess of-(1) the sum of the payments to which this
section applies which are due under the contract, over (2) the sum of the present
TOTAL UNSTATED

values of such payments and the present values of any interest payments due under
the contract.... For purposes of paragraph (2), the present value of a payment
shall be determined, as of the date of the sale or exchange, by discounting such
payment at the rate, and in the manner, provided in regulations prescribed by the
Secretary or his delegate. Such regulations shall provide for discounting on the
basis of 6-month brackets and shall provide that the present value of any interest
payment due not more than 6 months after the date of the sale or exchange is an
amount equal to 100 percent of such payment.
14 Section 483(c) (1) :
IN GENERAL-Except as provided in subsection (f), this section shall apply to
any payment on account of the sale or exchange of property which constitutes
part or all of the sales price ... under a contract: (A) ... (B) under which, using
a rate provided by regulations prescribed by the Secretary or his delegate for
purposes of this subparagraph, there is total unstated interest.
Any rate prescribed for determining whether there is total unstated interest for
purposes of subparagraph (B) shall be at least one percentage point lower than
the rate prescribed for purposes of subsection (b) (2).
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one percentage point lower than the interest rate provided above for
determining the amount of "unstated interest." 5 This rate has been
fixed by regulation at 4 percent." If the contract provides for 4
percent interest, then there is no "unstated interest" and section 483
does not apply. On the other hand, if the contract provides for 3Y4
percent interest, there is at least 1Y4 percent "unstated interest,"
treated as interest income under section 483.
Section 483 applies to transactions in which the selling price is over
$3,000 and some payment is due over one year from the date of the
transaction. 8 The section applies only to payments due over 6 months
after the date of sale." Contracts under which the amount of payment is uncertain are expressly subject to the new section."0 Since
section 483 was intended to tax the interest element of gain on the
sale of property as ordinary income, rather than as capital gain, the
section provides that where none of the income would be treated as
capital gain without regard to the new provision, section 483 does not
2
apply 1
The "unstated interest" rule would not be expected to introduce a
tax planning problem since the maximum advantage involved would be
taxation of one percent of the selling price as capital gain rather than
ordinary income.22 Section 483 is important, however, because it is one
factor to be considered in negotiating a buy-sell agreement.
Income Averaging. Under prior law,2" a complicated formula that
required recalculation of the tax for prior years restricted the tax on
certain kinds of income earned over a limited period of time to the
amount which would have been paid if the tax had accrued at the
same time the income was earned.24 The Treasury conceded that the
old rules were unworkably complex; because these rules operated in
narrowly confined income classifications, many taxpayers who should
15 Ibid.
161964 INT. REv. BuLL. No. 19, at 29
'1 Section 483(f) (1).
18 Section 483(c) (1) (A).
19 Section 483(c) (1).
20 Section 483(d).
21 Section 483(f) (3).
22

By providing for 4% interest in a contract, occurrence of "total unstated interest
can be avoided. Thus any other gain on the contract will be capital gain. If less thaii
4% interest is provided for, there will be unstated interest in the amount of 1% plus
the difference between the interest provided for and 4%. Capital gain is thus reduced
in the later instance.
22 INT. REv. CODE Of 1954 ch. 1, § 1301-07, 68A Stat. 334-36 (1954)
24 Ibid.
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have had relief from the tax effects of income bunching were excluded
from the averaging provisions." The new sections 1301-04 tax bunched
income as if it had been received in the current year and the four
prior years.
Application of the new provisions are complicated by the presence
of capital gains in either the current year or in one of the four years
preceding the current year. This problem is common and merits some
attention. The amount of income subject to averaging is computed
after taxable income in the computation year and taxable income in
the four base period years has been reduced by capital gains.26 That
part of taxable income in the computation year which is not subject
to averaging (1333 percent of the average base period income and
capital gain income and all other income not subject to averaging) is
then subject to tax under section 1. In the event average capital
gains income in the four year period prior to the current year exceeds
capital gain in the current year, the excess is deducted from the
27
amount subject to averaging.
For some individuals, the new income-averaging provisions can work
substantial hardship. Since the new provisions apply only with a view
to income experience in the previous four years, the taxpayer whose
income is bunched in a four year period following a long term project
will be penalized. On the balance, however, it would appear that the
new provision will be more beneficial to the taxpayer than the government.2"
Exclusion of Gain on Sale of Residence by Person 65 or Over.
Section 121 provides for the exclusion of part or all of the gain on the
sale of a residence by a taxpayer 65 or over where the residence has
been owned and used as the principal residence of the taxpayer for
an aggregate of five years out of the previous eight years. The exclusion applies to only one residence and only to that part of the
gain attributable to the first $20,000 of the sales price.29
The section 121 exclusion affects only the "amount realized" and
25Hearings Before the Committee on Ways and Means of the House of Repre
sentatives, 88th Cong., 1st Sess. 89, 90 (1963).
26 Section 1302(c) (2) (B) ; § 1302(b) (1).
27 Section 1302(a) (2).
28 This conclusion is supported by the Treasury revenue projection indicating that
the new income spreading provisions will result in a net $40,000,000 revenue decline
annually. Hearings Before the Committee on Ways and Means of the House of
Representatives,
88th Cong., 1st Sess. 63 (1963).
29
Section 121(b).
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once the amount of the section 121 exclusion is known, the actual
amount realized can be adjusted in accord with section 121 (d) (7), to
yield an adjusted amount realized which is then used in a normal
section 1034 computation.
Amounts Received Under Wage Continuation Plans. One of the
most complex new sections is 105(d), dealing with wage continuation
plans for employees who are absent from work due to sickness or
injury. By its express terms, this tax relief 'provision is extremely
limited in scope and its complexity makes it unlikely that it will be
effectively applied." The section provides that certain amounts received by an employee as wages during a period in which he is absent
from work on account of sickness or injury are to be excluded from
gross income. This exclusionary rule does not apply to amounts
which exceed $100 per week.
In the case of amounts to which the exclusionary rule does apply,
the rule applies during the first thirty days of absence from employment only in cases where the amounts paid during such first thirty days
do not exceed 75 percent of the normal weekly rate of pay. If the
amounts are within this 75 percent limit, then, during the first thirty
days of absence, amounts paid are excludable to the extent of $75,
except that there is no exclusion for the first seven days unless the
employee is hospitalized for at least one day during the first seven
days.
For example, suppose an employee who is paid at a normal rate of
$160 per week becomes ill and is bedridden at his home for a period
of thirty-five days. During this period, he receives payments under
a wage continuation plan totalling $600 (or a rate of $120 per week).
Since he was not hospitalized, he has no exclusion for the first seven
80

Section 105:

(d)

WAGE CONTINUATION PLAws-Gross income does not include amounts [other-

ise includable in gross income of an employee] ... if such amounts constitute
wages or payments in lieu of wages for a period during which the employee is
absent from work on account of personal injuries or sickness; but this subsection
shall not apply to the extent that such amounts exceed a weekly rate of $100.
The preceding sentence shall not apply to amounts attributable to the first 30
calendar days in such period, if such amounts are at a rate which exceeds 75 percent of the regular weekly rate of wages of the employee (as determined under
regulations prescribed by the Secretary or his delegate). If amounts attributable
to the first 30 calendar days in such period are at a rate which does not exceed
75 percent of the regular weekly rate of wages of the employee, the first sentence
of this subsection (1) shall not apply to the extent that such amounts exceed a
weekly rate of $75, and (2) shall not apply to amounts attributable to the first
7 calendar days in such period unless the employee is hospitalized on account of
personal injuries or sickness for at least one day during such period....
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days. Since his sick pay rate is 75 percent of his normal rate ($160 X
75% = $120), he receives an exclusion for the remaining twentythree days of the first thirty days. This exclusion is a maximum of
$75 per week or $246.43." During the last five days of the period,
the $75 limitation ceases to be applicable and the $100 limitation
applies.3 2
The employee in the example received a total of $394.30 for the
last twenty-three days of the month"3 and since he excluded $246.43,
he has gross income from wages during ths period of $147.87. For the
last five days of the period during which he was absent from work,
he received payments of $85.7084 and had an exclusion of $71.43."
Thus, the employee has gross income from wages of $14.27.
A summary of amounts received under the wage continuation plan
outlined above aids in analyzing the results:
Days
1-7 .
.....
8-30 . .....
31-35 .....

Inclusion Exclusion
Total
.. $120.00 + $- $120.00
..
147.87 + 246.43 394.30
..
14.27 +
71.43 =
85.70
$282.14 + $317.86 = $600.00

CHANGES IN CORPORATE TAXATION

Most of the changes affecting corporations made by the Revenue
Act of 19648 were aimed at specific situations where the Treasury
felt an unintended tax benefit was being obtained from existing law."
Limited space restricts the scope of consideration in this section to
a few of the new provisions which are of particularly broad application.
Personal Holding Companies. In his initial statement to the House
31 $75 X 3 = $225. Three weeks are 21 days, leaving 2 days of the 23 day period.
2/7 X $75=$21.43. $225 plus $21.43 gives the total exclusion attributable to the 23
day period of $246.43.
32 Section 105(d) does not apply at all to the extent amounts received exceed $100
per week ("this subsection shall not apply to the extent that such amounts exceed a
weekly rate of $100"). During the first 30 days of absence from work, the exclusion
applies only if payments are made at a rate of 75% of normal pay or less. During
this 30 day period, if the exclusion is applicable, the section limits the amount of the
exclusion to $75.
33 $120 X 3
$360, for the first 3 weeks. For the last 2 days, the payment rate
is 2/7 X $120 or $34.30, giving total payments of $394.30 for the 23 day period.
34 5/7 X $120 = $85.70.
3-5/7 X $100 = $71.43.
36 Pub. L. No. 88-272, 78 Stat. 19 (1964).
7 Hearings Before the Committee on Ways and Means of the House of Representatives, 88th Cong., 1st Sess. 158-193, 351-365 (1963).
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Ways and Means Committee, Secretary Dillon expressed administration concern with the fact that corporations were being used as
"shelters" to avoid high personal income tax rates on their shareholders. 8 He pointed out that the Personal Holding Company (hereinafter referred to as PHC) rules, as they appeared originally in the
Internal Revenue Code of 1954, were intended to preclude the use of
such corporations by imposing a high rate of tax on the earnings of
corporations classified as PHC's. 9 These rules partially failed in this
objective because, through careful tax planning, taxpayers were able
to avoid the PHC classification and still achieve the benefits of
corporate taxation.' 0
Treasury criticism of prior law centered on two provisions: section
542 (a) (1)41 provided for PHC treatment if PHC income was 80 per
cent of total gross income; section 543 (a) (7)42 provided that rental
income was not PHC income if gross rents were 50 per cent or more
of total gross income. By striking a judicious balance, either (1) be88 Id, at 52.
89Ibid. INT. REV. CODE of 1954 ch. 1, § 542(a), 68A Stat. 182-83 (1954), which
reads as follows:
(a) GENERAL RuL.-For purposes of this subtitle, the term "personal holding
company" means any corporation (other than a corporation described in subsection (c)) if-(l) GRoss IxcoMm REqummENT.At least 80 percent of its
gross income for the taxable year is personal holding company income as defined
in section 543, and (2) STocx OwNERsHrp RxguixmiENr.-At any time during
the last half of the taxable year more than 50 percent in value of its outstanding
stock is owned, directly or indirectly, by or for not more than 5 individuals.
The tax was imposed by INr. Rzv. CODE of 1954 ch. 1, § 541, 68A Stat. 182 (1954)
which read as follows:
In addition to other taxes imposed by this chapter, there is hereby imposed for
each taxable year on the undistributed personal holding company income (as
defined in section 545) of every personal holding company (as defined in section
542) a personal holding company tax equal to the sum of-Cl) 75 percent of the
undistributed personal holding company income not in excess of $2,000, plus
(2) 85 percent of the undistributed personal holding company income in excess
of $2,000.
The stock ownership requirement above has been retained in § 542(a) (2). This
requirement has not been changed and being familiar to all readers, has not been
discussed. In all examples contained in this part of the article, it has been assumed
that ownership requirements are met.
40 Hearings Before the Committee on Ways and Means of the House of Representatives, 88th Cong., 1st Sess. 52 (1963).

41 See note 39 supra.
42 INT. Rxv. CODE of 1954 ch. 1, § 543(a) (7), 68A Stat. 186, 187 (1954), which

read as follows:
Sec. 543(a) GENERAL RuLE.For purposes of this subtitle, the term "personal
holding company income" means the portion of the gross income which consists of:
(7) RENTs.-Rents, unless constituting 50 percent or more of the gross income.
For purposes of this paragraph, the term 'rents' means compensation, however
designated, for the use of, or right to use, property, and the interest on debts
owed to the corporation, to the extent such debts represent the price for which
real propery held primarily for sale to customers in the ordinary course of its
trade or business was sold or exchanged by the corporation; but does not include
amounts constituting personal holding company income under paragraph (6).
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tween ordinary gross profit and total gross income," or, (2) between
gross rent and gross income," a corporation could avoid PHC treatment.45
The new provisions are designed to make it more difficult for a
corporation to avoid PHC treatment by striking one of the above
balances. When read with this objective in mind, the new sections
are considerably easier to understand.
Under prior law, a corporation could avoid being a PHC by having
non-PHC income amounting to 21 per cent of gross income.4 This
percentage was increased by the Revenue Act of 1964 to 41 percent.4 7
However, Congress was not satisfied with this simple change because
as long as the percentage requirement was based on gross income, it
was possible to "shelter" PHC income with a very small amount of
net non-PHC income. 8
For example, assume a corporation had interest (PHC) income
of $59,000 and income from mineral royalties of $59,000. Assume
further that the portion of the cost of purchasing the mineral royalty
attributable to this income was $58,000. If the percentage test were
based on the old gross income standard, the corporation would avoid
classification as a PHC even though net non-PHC income was only
$1,000 as compared with $59,000 of PHC income. 49 Accordingly, the
new percentage test is worded in terms of "adjusted ordinary gross
income" (emphasis added)."
Section 543(b)(2) defines "adjusted ordinary gross income" as
being gross income less certain adjustments: rent and mineral royalty
income is reduced by deductions for exhaustion, wear and tear, obso43 See note 39 supra. For example, if the corporation has operating profit of 21
percent of gross income, it is not a personal holding company.
44 See note 42 supra. A corporation with rental income constituting 50 percent of
gross income, less than 80 percent of the gross income was personal holding company
income. Therefore, even though all of the rest of the income was personal holding
company income, less than 80 percent of the gross income was personal holding company income and the corporation was not a personal holding company.
45 Hearings Before the Committee on Ways and Means of the House of Representatives, 88th Cong., 1st Sess. 351-364 (1963).
46 INT. REv. CODE

of 1954 ch. 1, § 542(a) (1), 68A Stat. 182 (1954).

47 Section 542(a) (1).
48

H.R.

REP.

No. 749, 88th Cong., 1st Sess. 77 (1963).

49 See text accompanying note 46 supra.
50 Section 542:
(a) GENERAL RuLE.-For purposes of this subtitle, the term "personal holding

company" means any corporation (other than a corporation described in subsection
(c)) if(1) ADjusTED ORDINARY GROSS INCOME REQUIREMENT.-At least 60 percent
of its adjusted ordinary gross income (as defined in section 543(b)(2)) for the
taxable year is personal holding company income (as defined in section 543(a)),
and ....
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lescence, amortization, property or severance taxes, interest, and rent
paid.51 Thus under the new provision, in the above example the
corporation would be a PHC since 98.3 per cent of its adjusted gross
income is PHC income.52
Prior law provided that rent did not constitute PHC income if
gross rents were 50 percent or more of gross income.5" This rule
opened the way for the evasive device known as the "rent shelter."'"
For example, suppose a corporation has rental income of $100,000
and interest income of $100,000 and depreciation of $50,000. Under
the old provision,"a since the rental income ($100,000) constituted
50 per cent of gross income, rent was not PHC income. With only 50
per cent PHC income (the $100,000 of interest), the corporation was
not a PHC.5" To change this result, the following complicated and
technical provision was introduced into the code:
Sec. 543(a) GENERAL RULE.-For purposes of this subtitle, the term
'personal holding company income' means the portion of the adjusted
51 Section 543:

(b) DFm'zrroxs.-For purposes of this part...
(2) ADjusTED ORmiNARY GRoss Ixcom.-The term "adjusted ordinary gross
income means the ordinary gross income adjusted as follows:
(A) RENTs.-From the gross income from rents (as defined in the second
sentence of paragraph (3) of this subsection) subtract the amount allowable as
deductions for-(i) exhaustion, wear and tear, obsolescence and amortization of
property other than tangible personal property which is not customarily retained
by any one lessee for more than three years, (ii) property taxes, (iii) interest,
and (iv) rent, to the extent allocable under regulations prescribed by the Secretary
or his delegate, to such gross income from rents. The amount subtracted under
this subparagraph shall not exceed such gross income from rents.
(B) MiNEAL RoYALTms, ETc.-From the gross income from mineral, oil, and
gas royalties described in paragraph (4), and from the gross income from working
interests in an oil or gas well, subtract the amount allowable as deductions for(i) exhaustion, wear and tear, obsolescence, amortization, and depletion, (ii) property and severance taxes, (iii) interest, and (iv) rent, to the extent allocable,
under regulations prescribed by the Secretary or his delegate, to such gross income
from royalties or such gross income from working interests in oil or gas wells.
The amount subtracted under this subparagraph with respect to royalties shall
not exceed the gross income from such royalties, and the amount subtracted under
this subparagraph with respect to working interests shall not exceed the gross
income from such working interests.
(C) INTEREST.-There shall be excluded-(i) interest received on a direct obligation of the United States held for sale to customers in the ordinary course of
trade or business by a regular dealer who is making a primary market in such
obligations, and (ii) interest on a condemnation award, a judgment, and a tax
refund....
12 Adjusted ordinary gross income is $59,000 plus $1,000 or a total of $60,000.
$59,000/$60,000 = 98.3%. Section 542(a)(1). For provisions dealing with mineral
royalties see § 543(b) (2) (B).
63 INT. REv. CODE of 1954 ch. 1, § 543(a) (7), 68A Stat. 187 (1954).
54
Hearings Before the Committee on Ways and Means of the House of Representatives, 88th Cong., 1st Sess. 362-364 (1963).
55
INT. REv. CODE of 1954 ch. 1, § 543(a) (7), 68A Stat. 187 (1954).
r- INT. REv. CODE of 1954 ch. 1, § 542(a) (1), 68A Stat. 182 (1954).
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ordinary gross income which consists of: ... (2) RENTS.-The adjusted
income from rents; except that such adjusted income shall not be included if
(A) such adjusted income constitutes 50 percent or more of the
adjusted ordinary gross income, and
(B) the sum of (1) the dividends paid during the taxable year (determined under section 562), (2) the dividends considered as paid on the
last day of the taxable year under section 563 (c) (as limited by the
second sentence of section 563(b)), and (3) the consent dividends for
the taxable year (as determined under section 565), equals or exceeds
the amount, if any, by which the personal holding company income for
the taxable year (computed without regard to this paragraph and paragraph (6) ... ) exceeds 10 percent of the ordinary gross income.
Under this statute, rental income qualifies as non-PHC income only
if it meets both of two tests: (1) The new "50 per cent" test; 57 and
(2) the "distribution" test."
Under prior law, rent did not constitute PHC income if gross rent
was 50 per cent of gross income.5" The new section 543(a)(2) requires that "adjusted rent" must constitute 50 per cent of adjusted
ordinary gross income. "Adjusted rent" is computed by deducting
depreciation, property taxes, interest, and rent paid to the extent
attributable to rental income."
Applying these rules to the above example, the $50,000 of depreciation would be deducted from the $100,000 of gross rents to give
$50,000 of "adjusted rental income." $50,000 + $100,000 (interest
income) - $150,000 (adjusted ordinary gross income)." Fifty per
cent of this amount is $75,000. Since rent is less than $75,000, the
rent is PHC income.
In order to examine the second test in detail, it will be helpful to
consider another example. Suppose X Corp. has gross rental income
of $100,000; interest income of $70,000; interest expense (allocable
to rent) of $15,000; and depreciation of $15,000. Gross rental income
of $100,000 less the $15,000 of interest and the $15,000 of depreciation
leaves adjusted rental income of $70,000. Since adjusted rent is equal
to interest income of $70,000, the taxpayer has met the 50 per cent
test.6 2 However, even though rental income meets the 50 per cent test,
57 Section 543 (a) (2) (A).

58 Section 543 (a) (2) (B).
5"INT. REv. CODE of 1954 ch. 1, § 543(a) (7), 68A Stat. 187 (1954)

1o Section 543 (b) (2) (A).
61 Section 543 (b) (2).
62 Section 543(a) (2) (A).
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rent is still PHC income unless dividends equal the amount by which
PHC income (other than rent) exceeds 10 per cent of "ordinary gross
income."6 8
"Ordinary gross income" is gross income less capital gains."' On the
above facts, gross income is made up of $100,000 of rent and $70,000
of interest or a total of $170,000. Ten per cent of this amount is
$17,000. PHC income other than rent is $70,000.5 This $70,000 exceeds 10 per cent of "ordinary gross income" by $53,000.68 If, on the
above facts, the corporation distributes $53,000, the rent (since it
meets both tests) will not be PHC income. The corporation can
retain $87,000 of income (after all expenses) and will not be a PHC,
since PHC income does not constitute 60 per cent of its "adjusted
ordinary gross income." 87
The above provisions are effective with respect to tax years beginning after December 31, 1963.68 Thus the new sections will not affect
tax liability, until December 31, 1964, in the case of calendar year
corporations, and sometime in calendar year 1965 in the case of fiscal
year corporations. This leaves a planning stage in which counsel can
gauge the impact of the new provisions.
All closely held corporatons with "passive" income sources should
be examined with the above provisions in mind. The combination of
the two new provisions will make many corporations PHC's by inadvertence. Further, many such corporations were set up with the old
PHC statute in mind, either as "rent shelters" or with 21 per cent of
gross income from "active" sources. In both cases, annual income
should be examined with the statutory provisions clearly in mind with
a view toward altering the balance either between PHC income and
"active" income, or between "adjusted rental income" and PHC
income.
The "one-month" liquidation section 9 was amended with a view
toward making liquidation of PHC's more attractive.70 However, this
alternative is not expected to prove a practical solution to the problem
63 Section 543(a) (2) (B).
64 Section 543(b) (1).
65 The interest income. Section 543(a) (1).
66 $70,000-$17,000 = $53,000.
$140,000
.60=$84,000.
67 Section 542(a) (1).
interest income) is less than $84,000.

PHC income of $70,000

(the

68 Revenue Act of 1964, § 225 (1) (1), 78 Stat. 94 (1964) which applies to Revenue
Act of 1964, §225 (d), 78 Stat. 81 (1964).
69 Section 333(g).

70 H.R. REP. No. 749, 88th Cong., 1st Sess. A108-A109 (1963).
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since these corporations were in most cases intentionally availed of to
escape high personal income tax rates-a bad situation which has not
been eliminated by the Revenue Act of 1964. The decrease in the
high bracket rates has improved the situation somewhat but it is
expected that more advantageous solutions will be sought.7 '
Controlled Corporations. When the 1964 Revenue Act was proposed, the Treasury expressed concern with the number of cases where
business activity was conducted in the multiple-corporation form to
obtain tax benefits." Benefits obtained from using multiple corporations range from multiple surtax exemptions to multiple $100,000
accumulated earnings tax exemptions. The Treasury conceded that
in many cases the tax avoidance motive was incidental to the main
purpose of multi-entity business units, but set forth a number of cases
where it was observed that tax avoidance was the only purpose in
forming more than one entity. 3
Before 1964, the corporate tax rate was 30 per cent on the first
$25,000 and 52 per cent on income over $25,000." . The 1964 Revenue
Act lowered the rate on the first $25,000 to 22 per cent and the rate
on income over $25,000 to 50 per cent in 1964 and 48 per cent in
1965." 5 The effect of this change was to increase the value of one surtax exemption from $5500 in years before 1964 to $6500 in the 1965
tax year and all years thereafter,"' thus serving as additional emphasis
behind the proliferation of multiple-corporation entities. The Treasury
felt that some measure to discourage the tendency toward multi-entity
business groups was justified, both by the cases where this form was
adopted because of the general tax benefits to be obtained, and by
the encouragement which the 1964 Revenue Act added to this form
of doing business.7
Multi-corporation business entities are defined as "controlled
group(s) of corporations."7 Section 1561 allows controlled groups
only one surtax exemption of $25,000 which is to be apportioned
71 As is indicated by the examples in the text, it is apparently feasible to avoid the
PHC problem by changing income balances and by proper timing of some dividend
payments. It is for this reason that the amendment to § 333 has not been extensively
considered.

72 Hearings Before the Committee on Ways and Means of the House of Representatives, 88th Cong., 1st Sess. 158-180 (1963).
73 Ibid.
74 INT.REv. CODE Of 1954 ch. 1, § 11, 68A Stat. 11 (1954).
75 Section 11.
76 H.R. REP. No. 749, 88th Cong., 1st Sess. 117.
77 Ibid.
78 Section 1563.
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among the members of the group. Members of controlled groups are
allowed to file separate returns taking only a part of the common
$25,000 exemption.
Section 1562 provides an elective alternative: members of a controlled group may elect to take the normal number of surtax exemptions
but must then pay a 28 per cent rate on the first $25,000 rather than
22 per cent." The 6 per cent penalty provided by the election would
usually prove the more attractive alternative since each additional
surtax exemption costs only $150080 and avoids a tax of as much
as $6500.81
The real thrust of these provisions is not in the penalties they impose
but in the fact patterns to which they are applicable. 2 There are
essentially two 3 types of groups which are included in the controlled
corporation provisions.
Section 1563(a)(1)84 provides that corporations constitute a controlled group if at least 80 per cents5 of each of the corporations is
owned by one or more of the other corporations and the common
parent owns at least 80 per cent of one of the other corporations."
Stock owned by a corporation includes stock which a corporation has
an option to acquire." Further, total stock does not include preferred
stock, treasury stock, and certain other stock which is excluded in
computing ownership within a controlled group.88
If a corporation owns 50 per cent of another corporation (actually),
in determining whether the first corporation's total ownership (actual
70 Section 1562(b).

so 6% X $25,000 5$I,500.
81 $6500 is the value of one surtax exemption (26%, the surtax rate, X $25,000
$6500). The additional surtax exemption might be worth less because the corporation
had less than $25,000 of income. Assuming that all of the corporations in the group
have income over $25,000, then each additional surtax exemption will be worth $6500.
Although the corporation which obtains the additional exemption would have obtained
part of the common exemption by filing as a controlled corporation, the group of
corporations will obtain the full $6500 benefit from one additional exemption.
82 Section 1563. These rules are complicated and are the principle reason this
material is discussed here.
83 Section 1563(a) (1) and § 1563 (a) (2). A third type of controlled corporation
is described in § 1563(a)(3); however, it is merely a combination of the first two
types, and with the rules governing the first two types of controlled corporations clearly
in mind, the third, "combination," should provide no additional problems.
84 Section 1563 "(a) CONTROLLED GROup OF CORPOATIONs.-For purposes of this
part, the term 'controlled group of corporations' means any group of-(l) PARENTSuBsnIARY CNTROLLED GRou.-One or more chains of corporations connected through
stock ownership with a common parent corporation...."
85 Section 1563(a) (1) (A).
88 Section 1563 (a) (1) (B).
87 Section 1563(d) (1) (B) ; § 1563(e) (1).
88 Section 1563 (c)(1).
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and constructive) is 80 per cent or more, the stock which is held in a
pension trust, stock owned by a shareholder in the parent corporation
who owns a 5 per cent interest in the parent, and stock in the subsidiary which is owned by an employee of the subsidiary which is
subject to conditions which run in favor of the parent is not included
in total outstanding stock.89
For example, suppose X Corporation has 1000 shares of stock
issued of which A, B, and C each own 50 shares. X Corporation also
owns 50 shares in Y Corporation which has 100 shares issued and
outstanding of which A, B, and C each own 5 shares. A pension
trust formed for the benefit of either X Corporation or Y Corporation
owns 23 shares of Y Corporation. The remaining 12 shares of Y
Corporation are owned by others. Since A, B, and C each own 5 per
cent (50/1000) of X Corporation, their holding in Y Corporation is
not considered outstanding stock."0 Similarly, the stock owned by
the pension plan is also not considered outstanding stock.", Thus for
purposes of applying the 80 percent test in section 1563 (a) (1),9 - the
only stock treated as outstanding is that held by outsiders (12 shares)
and that held by X Corporation (50 shares), or a total of 62 shares.
Eighty percent of this amount is 49.6 shares. X Corporation's ownership of 50 shares is over 80 percent and X Corporation is treated as
controlling Y Corporation.
Section 1563(a)(2) provides that two or more corporations
(brother-sister corporations) constitute a controlled group of 80 per
cent if each of the corporations is owned by "one person" (an individual, estate or trust)." As in the first class of cases,94 stock held by an
employee's trust or by an employee who holds subject to conditions
in favor of the corporation is not counted in determining total stock
outstanding.9 5
Most important of the new sections dealing with controlled corporations is the attribution rules provided for determining if "one person"
owns 80 per cent of a brother-sister corporation group.9" A person
89 Section 1563 (c) (2).
90 Section 1563(c) (2) (A) (ii).
91 Section 1563(c) (2) (A) (i).
92 Corporations are a Parent-Subsidiary Controlled Group if "the common parent
corporation owns (within the meaning of subsection (d) (1)) stock possessing at
least 80 percent of the total combined voting power of all classes of stock entitled
to vote or at least 80 percent of the total value of shares of all classes of stock of
at least one of the other corporations, excluding, in computing such voting power or
value, stock owned directly by such other corporations." Section 1563(a) (1) (B).
93 Section 1563(a) (2).
95 Section 1563(c) (2) (B) (i)-(ii).
94 Section 1563(a) (1).
96 Section 1563 (e).
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is considered to own stock which he has an option to acquire;9" stock
owned by a partnership in which he is a partner with a 5 per cent
capital or profits interest;9 8 stock owned by an estate in which he owns
a 5 per cent actuarial interest;" 9 stock owned by a trust which he is
considered to own under subchapter J, part I, subpart E;10 and stock
owned by a corporation in which he owns a 5 per cent or greater
interest. 0° In the case of ownership which is attributed to an individual because of his ownership of an interest in some other entity,
the attributed interest is the same as his proportional interest in the
entity. For those who are familiar with the attribution rules of section
318,102 these provisions will present no more difficult problems than
examining broad fact patterns to determine if one of the above
situations is presented.
Unfortunately the new provisions also add two new attribution
rules which apply to factual situations which will occur from time to
time through mischance-particularly in closely held family corporations. The first such rule provides that an individual is construed to
own stock owned by his spouse." 3 Thus if an individual owns 40 per
cent of the stock of a corporation involved in the manufacture of
surfboards in Florida and also operates a corporation selling auto
accessories in Seattle (owning all of the stock), if his wife also owns
40 per cent of the Florida corporation, the two companies will be
considered to be "controlled corporations" and will be subject to
the penalties involved. "
The inter-spousal attribution rule is subject to a rather important
exception."' Stock is not attributed to an individual spouse with
respect to a corporation if the following conditions are met: The
individual does not own any stock actually; he is not a director,
employee, or manager of the corporation; no more than 50 per cent of
the corporation's income is derived from Personal Holding Company
type sources; and the stock owned by the other spouse is not subject
97

Section 1563(e) (1).

08 Section 1563(e) (2).

09 Section 1563(e) (3) (A).

100 Section 1563(e) (3) (B).
101 Section 1563(e) (4).
102

Compare § 318(a) (2) (B) with § 1563(e) (3)

(A);

§

318(a) (2) (A) with

§ 1563(e) (2) ; and § 318(a) (3) with § 1563(e) (1).
103

Section 1563(e) (5).

104 Ibid. His wife's 40 percent will be attributed to him giving him 80 percent

ownership of the Florida corporation and 100 percent ownership of the Washington
corporation.
105 Section 1563(e) (5).
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to conditions which restrict transferability and run in favor of the
individual or his minor children. 8 The purport of these provisions
is to require that the corporate business affairs of the two spouses
must be kept entirely separate in order to avoid application of the
controlled corporation penalties.
The second new set of inter-family attribution rules provides for
constructive ownership between parents, children, grandparents, and
grandchildren.'
There is attribution to the extent of any interest
on either side between parents and their minor children. 8 Thus
where an individual owns all of the stock of two corporations, he
cannot avoid the controlled corporation penalty by giving 51 per cent
of the stock in one corporation to his minor children (giving him less
than 50 per cent ownership of that corporation) 1O9° Further, an
individual who owns more than 50 per cent of the stock in a corporation constructively owns all of the stock in such corporation owned
by his parents, grandparents, grandchildren, and children who have
attained the age of twenty-one years."0
The latter rule is probably the most important of the new attribution
provisions. It means that expert tax counsel will be necessary in all
cases where it is desired to pass control of a family corporation from
one generation to the next (in more than one step). For example,
suppose F owns 100 per cent of the stock of X Corporation which
is engaged in a manufacturing business. He also owned Y Corporation which is engaged in sales and distribution of the product of X
Corporation. Several years ago, he decided to take his thirty year
old son S into the sales business and gave him 49 per cent of the
stock in Y Corporation. On these facts, since F retained "more than
50 percent" of the stock of Y Corporation, he constructively owns the
49 per cent owned by S and since he owns 100 per cent of both X
Corporation and Y Corporation, they are controlled corporations.
The obvious solution to this problem of giving S another 1 per cent
of the stock of Y Corporation"1 will often be impractical since the
elder generation seldom wishes to give up control before a period of
training. The practical solution will usually be to give one share to
106 Ibid.

10 Section 1563(e) (6).
108 Section 1563 (e) (6) (A)
109 Section 1563(a) (2).

110 Section 1563 (e) (6) (B).
111 So that neither will own more than 50 percent and there will thus be no attribution between S and F. § 1563(e) (6) (B).
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an unrelated party 12 who will have F's judgment as a controlling
interest."'
The brief survey above gives some introduction to the new attribution rules provided by section 1563(e). The family attribution rules
are totally new-it will be easy for counsel inadvertently to happen
into these provisions. An immediate, careful review of all family held
multiple-entity business organizations is clearly in order.
One other change in the controlled corporation area deserves mention. Since 195811 the code has accorded the Secretary the power to
disallow the surtax exemption and the accumulated earnings credit in
cases where a corporation transferred property to a controlled corporation. This treatment has now been extended to cases where five or
fewer individuals who control a corporation make a transfer to a newly
created corporation," 5 in which they hold an 80 per cent controlling
interest."0 Disallowance is restricted to those cases where there is
identical ownership with respect to a 50 per cent interest in each
corporation."'
Dividend Treatment. Although changes in the treatment of dividends affect primarily individual shareholders, the credit" and the
exclusion 1 9 are designed to compensate for the fact that corporate
income is taxed twice: once when received by the corporation and
once when distributed to the shareholder. Since these provisions are
designed to deal with corporate income tax problems, they are considered here.
The dividend credit has been reduced from 4 per cent for years
ending before January 1, 1964,20 to 2 per cent for the calendar year
1964."1 The dividend- exclusion has been increased from $50 per
.12 "An individual who owns (within the meaning of subsection (d) (2), but without
regard to this subparagraph) more than 50 percent of the total combined voting power
of all classes of stock entitled to vote or more than 50 percent of the total value of
shares of all classes of stock in a corporation shall be considered as owning the stock
in such corporation owned, directly or indirectly, by or for his parents, grandparents, grandchildren, and children who have attained the age of 21 years." Section
1563(e) (6) (B).
I's For example the family attorney.

114 Section 1551.

115 Ibid.
1103Section

1551(b) (2) (A).
'ITSection 1551(b) (2) (B). See the example in the Treasury proposal for technical implementation of the President's tax message. Hearings Before the Committee
on Ways and Means of the House of Representatives, 88th Cong., 1st Sess. 77 (1963).
I18 Section 34.
119 Section 116.
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individual to $100 per individual for years ending after 1963.12 This
change is complicated by a failure to coordinate the effective dates of
these provisions.
The change in the dividend credit applies to taxable years ending
after December 31, 1963."8 The credit rates apply to dividends
"received before January 1, 1964," in the case of the 4 per cent
credit... and to dividends "received during the calendar year 1964," in
the case of the 2 per cent credit. 5 The change in the exclusion rate is
effective with respect to taxable years beginning after December 31,
1963.126

Suppose that A has a taxable year from February 1, 1963, to
January 31, 1964. Assume he receives a dividend on January 15, 1964.
Since his year does not begin after December 31, 1963, he does not
receive the benefit of the increased exclusion rate (but must use the
$50 rate in effect previously)."'

The tax year ends after December

31, 1963. Thus his credit is reduced to 2 per cent since the dividend
was received during the calendar year 1964.12 This incongruous
result occurs because the draftsmen failed to appreciate the necessity
of conforming the effective dates.
Miscellaneous Changes. Space limitations preclude detailed examination of all of the provisions of the Revenue Act of 1964 which
affect corporations. A few of the other changes are briefly noted below.
A corporation is now required to pay an increasing percentage of the
amount of its net tax liability in excess of $100,000.29 in the year in
which the income to which the tax appertains is earned.'
The new
schedule provides for payment of a certain percentage of liability in
each of four installments. In 1964, the first and second installments
will be 1 per cent each; the third and fourth installments are 25 per
cent each.' The percentage of the first and second installments then
increases annually to a top of 25 per cent each in 1970.'
The schedule in effect in 1970 will thus require a corporation to pay its tax
122

Section 116(a).
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Revenue Act of 1964, § 201(e), 78 Stat. 32, 33 (1964).
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liability in excess of $100,000 in four equal installments on the 15th
day of the 4th, 6th, 9th, and 12th months of the tax year. 133
The 1964 Revenue Act removed the 2 per cent penalty on corporations filing consolidated returns.' " In light of the additional penalties
imposed on controlled corporations,135 there was no reason to discourage filing on the basis of economic reality.1
In the case of certain inter-corporate dividends, the dividend exclusion has been extended from 85 to 100 per cent. 3 ' The increased
exclusion is available to affiliated groupsP'8 which elect treatment as
one entity 3
The tax rate on the first $25,000 of corporate income is now 22 per
cent."' The tax rate on long-term capital gains of corporations is 25
per cent ' . Consequently, for corporations which have not used up
their entire $25,000 surtax exemption with operating income, there is
an opportunity to obtain a rate advantage by recognizing capital gains
as short-term gains before they become a long-term gains, paying the
22 per cent ordinary income rates on short-term gains rather than the
25 per cent rate on long-term capital gain.
SUKKARY

The above changes place an important tax-planning burden on the
practitioner. In the case of the changes in regard to Personal Holding
Companies and controlled corporations, care will be necessary to avoid
subjecting a client to the penalty provisions through inadvertence. In
the case of the change in corporate tax payment schedules, tax planning will include examination of corporate funds flow to be sure that
cash is available to meet the demands of the new pre-payment provisions.
Finally, the reader is again cautioned that this article is a selective
survey of a few of the changes made by the 1964 Revenue Act, made
in order to provide a tool for dealing with those few of the new provisions which have been considered herein. Several other of the new
sections are sufficient by themselves to provide a topic on which space
equal to that encompassed here could be expended.
133 Section 6154(a) (1). The balance will be due on the 15th day of the third month
of the following year. Section 6072(b). Exculpatory provisions similar to those provided for individuals who fail to pay or underpay their estimated tax are provided
for corporations in § 6655.
138 Section 243(b) (1)-(5).
134 Revenue Act of 1964, § 234, 78 Stat. 113-116 (1964).
135 See the discussion of Controlled Corporations supra. 139 Section 243 (b) (2).
136 H.R. REP. No. 749, 88th Cong., 1st Sess. 116 (1963). 140 Section 11.
137 Section 243 (a).
141 Section 1201 (a).

